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PEOPLE'S REPUBLIC OF CHINA: KEY ECONOMIC INDICATORS 
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Domestic Economy 1/ 

Population (millions) 

Natural Rate of Population Growth (%) 

Official Unemployment (avg. % for year) 

GNP (billion yuan) 
Real GNP Growth (%) 

GNP Per Capita (yuan) 
Real Per Capita GNP Growth (%) 

National Income (billion yuan) 
Real National Income Growth (%) 

Gross Value Indus. Output (billion yuan) 2 
Real Growth GVIO (%) 

Industrial Productivity Growth (%) 

Gross Value Agric. Output (billion yuan) 2 
Real Growth GVAO (%) 

Retail Sales (billion yuan) 
Real Growth Retail Sales (%) 

Total Fixed Asset Investment (billion yuan) 
Real Growth Fixed Asset Investment (%) 
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Domestic Finance 
General Retail Price Index (CPI) (% change) ice 
Market Price Index (% change) 22.0 
Domestic M-2 Money Supply (billion yuan) 895 
M-2 Growth Over Prior Year-End (%) 7354 
Govt. Budget Surplus/Deficit as % of GNP -1.6 


Balance of Payments (US$ billions) 

PRC Exports (FOB) 34. 
PRC Imports (FOB) 36. 
Trade Balance (BOP basis) -1. 
Current Account Balance 0. 
Foreign Direct Investment (paid in) 1 
Foreign debt, year end (estimated) 30. 
Debt Service Paid (estimated) 2 

Debt Service Ratio (% of forex revenues) 6. 
Foreign Exchange Reserves (year-end) 1S. 
Average Exchange Rate for Year (yuan/$) 3/ 3: 
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-§.-China Trade and Investment (US$ billions) 4/ 
. Exports to China (FAS) 
. Imports from China (FAS) 
.-China Trade Balance 
. Share of Chinese Exports (%) 
. Share of Chinese Imports (%) 
. Investment (Cumulative, Approved) 
. Share of Total Foreign Investment (%) 
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1/ All yuan are current yuan. Growth rates are adjusted for inflation. 
In accordance with the material product system (MPS) of national income accounting, GVIO and 
GVAO figures are calculated on a gross rather than a net basis. They are not directly 
comparable with GNP and national income figures which are calculated on a value added basis. 
Figures do not reflect the price of foreign exchange sold at domestic adjustment centers (swap 
markets), which currently is about 6.80 yuan/$1. 
Except for projections, investment data are based on official Chinese sources. U.S.-China 
bilateral trade is based on U.S. Government data. 


Sources: State Statistical Bureau (SSB) Yearbook and Annual Statistical Commmiques on Economic 
Performance, People's Bank of China Banking Data, Ministry of Finance Budget Reports, 
U.S.Government trade data, and Embassy estimates. 





SUMMARY 


The economy of the People's Republic of China (PRC) overheated 
in 1988. GNP grew more than 11 percent in real terms, driven 
by a 20 percent increase in real industrial output. 

Stimulative monetary and fiscal policies early in the year 
financed a dramatic expansion of investment and consumption, 
pushing inflation to double-digit levels for the first time in 
nearly 40 years. Agricultural output, hampered by adverse 
weather, low procurement prices and rising production costs, 
grew only 3 percent. China's trade deficit widened to more 
than USS$3 billion (balance-of-payments basis) as imports rose 
sharply to meet rising industrial demand for raw materials and 
to offset production shortfalls of grain and other agricultural 
goods. Nearly US$11 billion in new foreign capital (70 percent 
debt) flowed into the economy during 1988. 


To cool down the economy and curb inflation, the government 

launched a multiyear economic retrenchment program in September 
1988. Credit limits were imposed (particularly for fixed asset 
investment), key prices frozen, construction projects cancelled, 


and interest rates on savings raised. Despite these measures, 
however, economic and financial indicators continued to rise 
during the fourth quarter, adding to the momentum of inflation 
in early 1989. 


For 1989, the government has set sharply lower growth targets 
for GNP and industrial output. Given the continued strength of 
the economy during the first quarter of the year, however, the 
Embassy estimates real GNP will grow at least 9 percent, fueled 
by a 15 percent increase in industrial output. Inflation, which 
rose from 18.5 percent at the end of 1988 to 27.5 percent in 
the first quarter of 1989, should also exceed the government's 
target and end the year in the range of 20 percent. 
Agricultural output will likely achieve the 4 percent growth 
targeted for the year. China's trade deficit will grow to 
nearly USS$8 billion, despite tighter import controls. 


U.S. trade and investment relations with China will continue to 
expand during 1989. Despite PRC assurances that retrenchment 
does not entail a reversal of the decade-old open policy to 
foreign business, many U.S. business decisions will nonetheless 
be influenced by China's austerity program. Potential U.S. 
investors will find it more difficult to locate Chinese 





partners financially able to conclude joint venture contracts 
and may run up against greater bureaucratic inertia on the part 
of ministries under pressure to hold the line on expenditures. 
U.S. exporters will face tighter Chinese import restrictions 
and may experience more difficulty than usual in obtaining 
timely payment. Systemic obstacles, like the lack of 
transparency in China's trade and investment regimes, must 

also be overcome in doing business with China. 


CURRENT ECONOMIC SITUATION AND TRENDS 
China's Economy Overheats in 1988 


China's economy has grown rapidly, but unevenly, in recent 
years. GNP reached 1.4 trillion current yuan in 1988 -- an 
inflation-adjusted 11.2 percent increase over 1987. GNP growth 
was driven by a tremendous expansion of industrial production. 
The gross value of industrial output (GVIO) in 1988 was up more 
than 20 percent in real terms -- two and half times greater 
than the planned growth rate of 8 percent. The average 
productivity of industrial workers rose nearly 9 percent. 
Industrial expansion was fueled by accommodative monetary 
policies during the first three quarters of 1988 which financed 
a 19 percent increase in capital investment. But growth was 
unevenly distributed across industrial sectors. Manufacturing 
output rose 23 percent in real terms, while extractive and raw 
materials output grew only 11 percent. Energy-related raw 
materials (coal and fossil fuels) output increased a scant 

4.2 percent, with petroleum production up barely 2 percent. 

The overheated growth of manufacturing and capital investment 
worsened already acute energy and raw materials shortages. In 
addition, demand pressures pushed up producer prices (for 


materials no longer subject to unitary pricing) by more than 
20 percent. 


Agricultural Production Lags Behind 


Agricultural performance has lagged significantly behind that 

of industry in recent years. The gross value of agricultural 
output (GVAO) rose only 3.2 percent in real terms in 1988. 

Grain production declined 2 percent, and similar declines were 
also registered for cotton and oilseed output. Farmers squeezed 
between low government procurement prices and rising costs for 





fertilizer and other inputs lacked sufficient incentive to 
expand production of grain and other key crops. Adverse 
weather also affected crop production in many parts of the 
country. Low profits and lingering suspicion of the 
government's long-term commitment to market-based reforms in 
the agricultural sector discouraged farmers from reinvesting 
their earnings in farmland improvements and new equipment. 
Agriculture's share of total economic output declined from 
30 percent in 1984 to 25 percent in 1988. 


Price Inflation Accelerates 


China's inflation rate surged in 1988, reaching double-digit 
levels for the first time in nearly 40 years. The government's 
overall index of retail prices increased 18.5 percent during 
the year; urban retail prices rose an average of 29 percent, 
With many cities experiencing price increases of 30-40 percent. 


Demand-pull factors accounted for most of the inflationary 
growth. Accommodative monetary policies in the first half of 
the year, designed to stimulate economic activity, released 
pent-up excess demand into the economy. Credit and money (M-1) 
expanded at annual rates in excess of 20 percent during the 
first three quarters of 1988, financing a sharp increase in 
urban incomes. Worker wages and bonuses in August were up 

38 percent in nominal terms over the previous year, fueling a 
28 percent jump in retail sales. Panic buying was widespread 
in August as inflationary expectations, coupled with negative 
real interest rates, encouraged savers to exchange their bank 
accounts for tangible goods. By the end of the third quarter, 
cash circulating in the economy had expanded by more than 

45 percent in annual terms, adding to the inflationary pressure 
on retail prices. 


Government Budget Deficit Worsens 


The central government's budget deficit (calculated according 
to IMF methodology) rose 55 percent in 1988 to 26.5 billion 
yuan, equal to 1.9 percent of GNP. Both inflation and the 
overheated economy helped push the deficit 26 percent higher 
than planned. Better-than-expected tax revenues and enterprise 
profit remissions were offset by sharp increases in state 
capital investment, loss subsidies for state enterprises, and 
price subsidies for urban residents. Most of the budget 





deficit overrun was financed through increased sales of 
treasury bonds and a moderate rise in foreign borrowing. 

Budget statistics indicate that about 30 percent of the deficit 
(8 billion yuan) was financed through the printing press, in 
the form of loans from the central bank. These government 
"overdrafts" at the central bank, however, may actually have 
totalled 30 billion yuan in 1988 (according to official banking 
data), a substantial injection of new money into the economy. 


The Government Responds With a Program of Economic Retrenchment 


In September 1988, the government launched a multiyear 
anti-inflation program designed to slow the economy's 
overheated growth and reduce inflation. China's central bank, 
the People's Bank of China, imposed controls on the volume of 
lending (especially for fixed asset investment), forced banks 
to call in overdue or nonperforming loans, and implemented 
inflation-indexing for long-term savings deposits. Nominal 
interest rates on bank deposits and loans were raised, but real 
rates remained negative. Temporary price controls were 
introduced to freeze key market prices and halt any further 
decontrol of prices still subject to central planning. Some 
10,000 construction projects were delayed or suspended, 
reducing planned investment by 33 billion yuan over several 
years. By year's end, the government claimed some success in 
slowing economic growth and inflation. But official statistics 
indicate money .(M-1), credit and investment continued to expand 
at double-digit annual rates during the fourth quarter of 

1988. Individuals and enterprises expanded their cash holdings 
by an additional 27 billion yuan, equal to 42 percent of the 
full-year increase in cash. Inflationary momentum thus 
continued to build through the end of 1988. 


Economic Reform Takes a Back Seat to Retrenchment 


Important elements of China's decade-long effort to reform its 
economic system have been stalled by retrenchment. Plans to 
implement price reform -- the key to China's effort to create 

a market-based economy -- were postponed for at least two years 
(1989-90) when the government announced its economic 
retrenchment measures in September 1988. Reform of the 
financial system was halted as the central bank sought to 
reestablish administrative control over money, credit and the 
banking system. On the other hand, enterprise reforms designed 





to improve management, reduce excess workers and raise 
efficiency were endorsed by the government as contributing to 
the fight against inflation. In addition, limited experiments 
with joint stock enterprises and capital markets were promoted 
to raise economic efficiency and soak up excess funds. 


Foreign Trade Deficit Widens 


In 1988, China's foreign trade exceeded USS$100 billion for the 
first time, but overall performance was mixed. The year-end 
trade deficit was USS$7.7 billion (imports CIF, exports FOB), 
more than double the 1987 deficit. (Note: On a balance of 
payments basis [imports FOB], the deficit was USS$3.3 billion.) 
Imports exploded in the second half of the year in response to 
rapidly expanding industrial demand for raw and semifinished 
Materials and growing decentralization of the trade system. 
Major imports included chemical products (fertilizers, plastics, 
resins, etc.), agricultural commodities and raw materials. 
Exports were dominated by manufactured products, including 
textiles and apparel, chemicals, steel products and electrical 
machinery. The share of raw materials in total exports, 
including petroleum, declined from 35 percent in 1987 to 

31 percent in 1988. As a result of the widening merchandise 
trade deficit, China's current account declined from a USS0.3 
billion surplus in 1987 to a USS$1.3 billion deficit in 1988. 


Foreign Capital Inflows Continue Strong 


Contractual foreign investment commitments rose USS$5 billion in 
1988 -- a 36 percent increase over 1987 commitments -- bringing 
the cumulative total to US$26.9 billion. USS$3 billion in 
investment capital was actually paid in during the year, raising 
the cumulative investment capital inflow to US$11.5 billion by 
the end of 1988. China borrowed an estimated US$7.8 billion 
(net) during 1988 -- up about 37 percent over 1987 -- bringing 
total debt obligations toUS$38 billion. Despite the increase 
in debt, however, China's debt service ratio (debt 
service/export earnings) was a relatively low 8 percent. 
Commercial borrowing (bank loans, bonds, credits, leasing) 
accounted for more than 70 percent of total year-end debt 
obligations. China's foreign exchange reserves reached 

US$17.6 billion at the end of 1988, up US$2.4 billion over 
year-end 1987. 





Prospects for the Economy in 1989 


The 1989 state economic plan calls for a substantial reduction 
in real growth rates for GNP (7.5 percent) and industrial 
output (8 percent). In addition, the government has pledged to 
hold the 1989 inflation rate "visibly below" 1988's 

18.5 percent. Given the continued strength of the economy in 
the first quarter of 1989, however, the Embassy estimates that 
GNP will grow at a real rate of 9 percent this year, fueled by 
a 15 percent increase in real industrial output. Inflation, 
which reached 27.5 percent in the first quarter of 1989, will 
exceed the government's target and end the year in the range of 
20 percent. Both consumption and investment continued to show 
strength during the first quarter. Fueled by the glut of cash 
in the economy, retail sales in March 1989 were up a nominal 

26 percent over the previous March, indicating no real decline 
in consumption over the year. Investment declined 3 percent, 
20 percentage points short of the amount deemed necessary by 
the government for effective deflation of the economy. 


Because the government must rely on imprecise administrative 
means to restrain industrial growth, it runs the risk that 
controls might shrink investment and output more than planned 
and push the economy into "stagflation," characterized by low 
growth and high inflation. The government's sensitivity to 
this policy dilemma is evident from month-to-month changes in 
first quarter i989 industrial growth. Industrial output in 
February fell 14 percent compared with January, worsening 
enterprise losses and presaging a possible sharp downturn in 
production. In response, the government eased credit controls, 
causing industrial output in March to shoot up 31 percent over 
February. The central bank has indicated that it will continue 
to adjust the money supply on a monthly basis during 1989 to 


prevent working capital shortages from seriously impairing 
industrial production. 


The 1989 economic plan calls for agricultural output to expand 
4 percent. Barring unforeseen natural disasters, the Embassy 
estimates this modest increase over 1988 performance is 
achievable. Government procurement prices for grain, cotton 
and oilseeds were raised in the first quarter of 1989 to 
encourage farmers to shift more acreage to those crops. The 
price increases were relatively small, however, to moderate 
their impact on inflation and are unlikely to provide a 





sufficient incentive to stimulate a substantial increase in 
output. 


China's Trade Deficit Will Widen in 1989 


The Embassy estimates China's trade deficit will grow to nearly 
USS8 billion (balance of payments basis) in 1989 as imports 
continue to outstrip exports. Although the government 
continues to direct resources to export industries, export 
growth will slow in response to the domestic credit shortage, 
raw materials and energy constraints, and tighter restrictions 
on exports of raw materials and other products. Imports will 
continue to grow strongly, but at a slower rate than in 1988. 
Import growth will be concentrated in grain and other 
agricultural products to meet domestic shortfalls, and in 
agricultural and industrial inputs to support planned 
production. The central government has tightened restrictions 
on imports of consumer products, machinery and electronics. 
Trade system decentralization, however, has shifted a large 
measure of trade authority to provinces and localities. 

This factor may impede Beijing's efforts to block 
"non-essential" imports, and might prompt the central 
government to recentralize some foreign trade authority. 


Economic Retrenchment Will Slow Foreign Investment 


The growth of foreign investment is expected to slow in 1989. 
New investment commitments were up a strong 44 percent in the 
first quarter of 1989, but in most cases were the result of 
negotiations initiated prior to the implementation of economic 
retrenchment in September 1988. As a result of domestic credit 
controls, many Chinese enterprises no longer have sufficient 
funds to finance their share of prospective joint venture 
agreements. If tight credit conditions are maintained, 1989 
foreign investment should fall below the 1988 level. Some 
localities, betting that Beijing will ease money shortages 
before the end of the year, may continue to aggressively seek 
foreign investment even if sufficient domestic financing is not 
immediately available. In such cases, foreign investors could 
face serious risks if local predictions of central government 
behavior are proved wrong. The difficulty of finding Chinese 
partners has led the government to encourage more investment in 
wholly foreign-owned enterprises. There has been a dramatic 
rise in the number of such investments, and initial reports on 





the progress of these firms have largely been positive. 
Despite controls on lending of domestic funds, the Bank of 
China continues to make foreign exchange credit available to 
foreign-funded enterprises. 


IMPLICATIONS FOR THE UNITED STATES 


U.S.-China Trade Expands in 1988 


U.S.-China bilateral trade grew 38 percent in 1988, to 

US$13.5 billion. The U.S. trade deficit with China rose to 
USS3.5 billion. The United States was China's third largest 
trade partner in 1988 (after Hong Kong and Japan), taking 

18 percent of China's exports and supplying 10 percent of its 
imports. U.S. exports benefited from China's increased demand 
for agricultural commodities and chemical products. Sales of 
agricultural products more than doubled 1987 levels, accounting 
for nearly 25 percent of total U.S. exports to China. Chemical 
and fertilizer sales rose about 50 percent, while exports of 
plastics, resins and synthetic rubber increased more than 

150 percent. Exports of machinery and transport equipment were 
flat in 1988, and their share of total U.S. exports declined 
from 43 percent in 1987 to 29 percent in 1988. U.S. import 
growth was spread over a variety of products, including toys 
and games, travel goods and handbags, footwear, fish and 
shellfish, and.metal manufactures. Textiles and apparel 
accounted for 32 percent of total U.S. imports, but grew only 
marginally over 1987. Growth of petroleum imports was also 


flat and accounted for less than 5 percent of U.S. imports from 
China. 


Bilateral Trade Will Continue to Grow in 1989 


U.S. exports to China will grow moderately in 1989. The United 
States will continue to be one of China's primary suppliers of 
agricultural products, raw materials and chemicals, products 
China needs to make up for domestic shortfalls and to meet 
industrial and agricultural production targets. U.S. lumber 
sales to China, however, are expected to decline. U.S. 
Department of Commerce trade figures for the first two months 
of 1989 showed U.S. exports to China up more than 40 percent 
over one year earlier, nearly all the result of higher 
agricultural sales. U.S. exports of machinery and electronic 





equipment, on the other hand, are expected to show little or no 
growth in 1989. This is due to tighter Chinese import 
restrictions on these products and to stiff competition rrom 
third-country suppliers whose sales in many cases are backed by 
government-financed soft loans. Projected increases in 


deliveries of U.S. aircraft to China could bolster U.S. export 
figures. 


U.S. imports from China will continue to grow in 1989, resulting 
in a larger U.S. bilateral trade deficit. Despite sharply 

lower petroleum sales and tighter U.S. restrictions on Chinese 
textiles and apparel imports, U.S. imports from China have 

grown steadily as China has broadened its export base to 

include a wide variety of light industrial products. Faced 
with import restrictions in many markets and self-imposed 

limits on raw materials exports, China will continue to focus 
its export efforts on the United States -- its most lucrative 
and accessible market for sales of manufactured products. In 
the first two months of 1989, U.S. imports from China grew about 
20 percent over Jan.-Feb. 1988, well above the 8 percent growth 
rate for China's total exports during the same period. 


U.S. Investment in China 


U.S. firms have licensing, technology transfer, equity joint 
venture, and coproduction agreements in China. During 1988, 
U.S. investors signed contracts for 269 projects worth 

US$370 million, a 9 percent increase over 1987. Cumulative 
U.S. investment reached USS3.4 billion by the end of 1988 -- 

13 percent of total foreign investment -- making the United 
States the largest foreign investor in China after Hong 
Kong/Macao. Despite the difficulties imposed by China's 
economic retrenchment policies, the Embassy estimates that U.S. 
investment will grow another US$300 million in 1989. The 
United States has a bilateral tax treaty with China. Prospects 
for a bilateral investment treaty are dim, although there may 
be some movement in 1989 toward a generic "memorandum of 
understanding" on Chinese treatment of U.S. investment. 


American businesspeople invest in China for a variety of 
reasons. By establishing a manufacturing joint venture, many 
U.S. firms hope to take advantage of PRC import substitution 
policies to gain a competitive edge in the domestic market over 
their American or foreign competitors. In certain industries, 





such as aerospace, U.S. companies have set up joint ventures to 
produce components and other products that can be exported to 
meet Chinese countertrade requirements. Some light industry 
investors in the coastal regions have taken advantage of 
China's relatively well-educated, lower cost labor force. In 
most cases, these factors will not be directly affected by 
retrenchment. 


China's Business and Investment Climate: Problems and Prospects 


Government leaders have repeatedly stated that the decade-old 
open policy toward trade and investment has not been altered by 
the adoption of domestic retrenchment measures. Moreover, in 
the long run, if the government's current retrenchment policies 
are successful in curbing inflation and restoring the conditions 
necessary for a resumption of economic reform, U.S. business 
will benefit from a more stable economic environment in which 
to trade and invest. During 1989, however, many trade and 
investment decisions will be directly influenced by the 
austerity program. Potential U.S. investors will find it more 
difficult to locate Chinese partners financially able to 
conclude joint venture contracts and may run up against greater 


bureaucratic inertia on the part of ministries under pressure 
to hold the line on expenditures. U.S. exporters will face 
tighter Chinese import restrictions and may experience more 
difficulty than usual in obtaining timely payment. Senior 
Chinese leaders have acknowledged that China's business and 
investment climate will inevitably suffer as Beijing struggles 
to reduce inflation and restore macroeconomic order. 


There are also systemic obstacles which affect U.S. trade and 
investment with China. A complex system of market and 
administrative controls restrict foreign firms' access to the 
domestic market. Market controls include tariffs and import 
regulatory taxes; administrative controls include import and 
export licensing, import substitution regulations, and foreign 
exchange restrictions. China also restricts foreign activities 
in the service sector, including shipping, insurance, banking, 
accounting and legal services. China's imperfect and often 
arbitrary legal and regulatory regimes pose a constant 
challenge to foreign investors. Progress in reducing or 
eliminating some of these barriers to business is possible, 
particularly as China is negotiating to become a contracting 
party to the General Agreement on Tariffs and Trade (GATT) and 





seeks to conclude bilateral investment treaties with its major 
trade and investment partners. 


U.S. Government Trade Promotion 


The U.S. Foreign Commercial Service (FCS) assists U.S. firms 
doing business in China through its offices at the Embassy in 
Beijing and at the Consulates General in Shanghai, Guangzhou, 
Shenyang and Chengdu. FCS commercial officers in China can be 
reached at the following numbers: 


Beijing: Tel: 532-3831, ext. 480; Fax: 532-3297; Telex: 22701. 
Shanghai Tel: 33-2492; Fax: 33-1576; Telex: 33383. 

Guangzhou: Tel: 67-7842; Fax: 66-6409; Telex: 44439. 

Shenyang: Tel: 29-0035; Fax: 29-0074; Telex: 80011. 

Chengdu: Tel: 55-1421; Fax: 58-3520; Telex: 60128. 


In addition, the U.S. Export-Import Bank offers favorable 
financing for U.S. exports to China; the U.S. Trade and 
Development Program (TDP) funds feasibility studies which give 
U.S. firms entry to Chinese projects; and the Overseas Private 


Investment Corporation (OPIC) offers certain types of political 
risk insurance to U.S. investors in China. Eximbank, TDP, and 
OPIC have all been actively exploring ways to expand their 
China programs to offer greater services to U.S. businesses. 
U.S. vendors have good prospects for World Bank and other 
multilateral development bank financed projects, if they obtain 
timely project details and bid actively. 











